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Finding money to set aside for retirement can be a big challenge.
Once you have money put away, you want to learn how to make

the most of it. This booklet is intended to help you understand the
things you need to consider, and how to avoid pitfalls as you

transition to retirement status, however you define it.

m

This booklet is intended to provide general information 
and should not be used as a substitute 
for legal or other professional advice.
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Introduction

As a worker today, you have a lot of responsibility for retirement
planning. The growing availability of retirement savings 
programs, like 401(k) plans and IRAs, offers important 

opportunities to build savings, but they also require knowledge and 
attention. At the same time, traditional pensions that don’t require a lot
of knowledge and attention from workers are becoming less common,
making 401(k) plans not just nice-to-have, but critical to financial 
security in retirement. In the midst of these changes, Social Security
faces challenges of its own, leaving in question what the benefits will be
and when they will be available to you and the rest of the nation’s future
retirees.

Just as important as building your retirement savings, however, is
figuring out how to manage the money available to you when you do
retire. Unfortunately, not enough attention has been paid to this part of
the retirement planning process. This guide intends to help fill the gap,
giving you information to help you make wiser choices as you transition
to retirement status. (Although
“retirement” can have many
meanings, we’ll simply consider it to
be the point in your life when you
move from building up retirement
funds to drawing them down.)

We’ve divided the guide into three
sections: taking stock of what’s
available to you, understanding what your needs will be during your
retirement, and determining how best to meet them.

So read on to help understand the choices you will have and the options
available to you as you plan for that time known as retirement, however
you choose to define it.

PITFALL:  KEEP AN EYE OUT FOR POSSIBLE “PITFALLS”

THAT ARE IDENTIFIED BY THIS ICON. 



What Are Your Sources of Retirement
Income? 

American workers can build resources for income in retirement
through Social Security, employer-sponsored pension and
retirement savings plans, and personal savings. This section

briefly describes these sources and how you can find out what income
may be available to you.

Social Security
Social Security covers the vast majority of American workers and their
spouses, paying basic retirement income for life. Social Security

payments increase each year to keep
pace with inflation. The Social
Security Administration sends
annual estimates of benefits to
current and former workers aged 
25 or older, but you can request a
statement at any time. For a copy 
of your statement, contact the
Social Security Administration at:

1-800-772-1213, or online at www.ssa.gov.

Social Security gives you no choice about how to receive your benefit (a
monthly payment for life), but you can decide when to begin receiving
your benefit. This is an important consideration, because the longer you

put off applying for your benefits, up to age 70,
the higher your monthly payment will be, and
the higher the potential survivor benefit for your
spouse will be. Your statement will show you
how the payments change based on when you
elect to begin receiving them. Make sure to
review your statement carefully when you get
it—for accuracy in your earnings history, as well
as for what your benefit amount will likely be.
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Your decision on when to begin
receiving your Social Security benefits
should take into account your and
your spouse’s overall financial
situation, tax picture, and expected
longevity. We’ll talk more about this
in the next section, which explains
how to use several “tax-preferred”
retirement savings arrangements that
get favorable tax treatment from the
IRS.

Defined Benefit Pension
Defined benefit pension plans are
generally provided by long-
established public or private
employers. The traditional pension
benefit provides monthly retirement payments for life, although some
plans offer a single lump sum payment upon retirement. The amount is
based generally on the number of years you worked for the employer
and your average pay. 

You can find out if your employer offers a traditional pension by
contacting your human resources department, or if available, looking it
up on your company’s internal website.

If you do work for an employer that offers a traditional pension, it’s
important to find out what benefits you have earned. Each private
pension plan is required to provide plan participants with written
material describing the plan provisions. It is usually supplied in a booklet
format, and is known as the Summary Plan Description. This booklet
(which may be online or in hard copy) will tell you the requirements for
becoming a plan member, the conditions for receiving benefits (such as
normal retirement, early retirement, disability retirement and death
benefits), the formulas used to determine them, and the different
options for you to receive your benefits.
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Defined Contribution Plans
Defined contribution retirement savings plans offer eligible employees
the opportunity to save for retirement, typically through payroll 
deductions. Such plans are commonly known as 401(k) plans in the
private sector and 403(b) or 457 plans in the public sector. Many
employers match some portion of the employee contribution, and 
contributions and earnings grow tax-free until the participant receives
the benefits in retirement.

Your account balance under a defined contribution plan reflects all the
contributions made by you and your employer together with any 
investment gains and losses. When you leave the employer, you usually
have the option of taking your money out in a lump sum, but short-
service employees who are not fully vested may lose any employer 
contributions.

Note that you may also be eligible to receive benefits from an employer-
paid stock ownership plan, money purchase plan, or profit sharing plan,
under which the employer usually pays the full cost. 
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Personal Savings 
Individual Retirement Accounts (IRAs) 
IRAs are savings accounts that you can use to save part of your pay for
retirement outside of an employment-based retirement savings plan.
IRAs get favorable tax treatment which depends on the type of IRA.
Contributions to a traditional IRA are tax-deductible in most cases,
while the money you take out later is taxable as income. Contributions
to a Roth IRA are not deductible, but the money you take out later 
usually is tax-free. Many workers use IRAs to receive rollovers of 401(k)
assets when changing jobs or retiring. IRAs are an important way to
accumulate more retirement savings because of the tax treatment.

Non-Tax-Preferred Savings and Other Assets
Other possible retirement income-producing assets include money you
have saved outside of the tax-preferred retirement savings system, such as
savings accounts, the value of life insurance policies, or inheritances. For
many working Americans, their home is their most valuable asset and
can be viewed as an income resource in retirement. For example, you
could:

m Move to a less expensive home, a rental property, or an assisted-care
facility, using the assets from your home sale to help finance your
retirement.

m Rent part of your home to generate income.

m Use a reverse mortgage, which uses the equity in your home to pay
you monthly income for life. This arrangement is not used widely,
but could become increasingly popular.
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What Are Your Needs?
Now that you have a good idea of what your sources of income will be,
this section focuses on how you can tell what you will need to lead a

financially comfortable life in 
retirement.

Retirement planning involves
developing a long-term goal and
considering numerous factors, such
as inflation, taxes, your likelihood
of living many years, the types of

income you expect to receive in retirement, how you plan to invest and
spend your available assets, and whether you want to leave anything to
your heirs. You will need to consider your spending needs for both basic
living expenses and special interests. You will also have to consider your
needs for medical care and long-term or extended care as you get older.

Get Good Advice
Seeking advice early in the retirement planning process helps ensure that

you are on the right path to financial security.
These are some of the questions you need to
consider: 

m When will you be financially ready to stop
working?

m When should you apply for Social Security?

m When should you take money out of your
IRA investments?

m What mix of investments is right for you?

m How much income will you need for 
spending each year?

m How should you handle estate planning?

m Should you buy long-term care insurance?

m Should you put some of your assets into an
income annuity?
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Consider How Long Retirement May Last
How long can people retiring now expect to live? According to the
Social Security Administration, the average lifetime of retirees will 
continue to increase.

For Americans reaching age 65 in the year 2005, the average future life
expectancy is 17 years for men and nearly 20 years for women. Here are
the percentages of men and women aged 65 that are expected to survive
to the ages shown.

Table 1: Chances of Survival to a Later Age 
for Men and Women Who Reach Age 65

Age Men Women

70 89% 93%

75 76% 83%

80 59% 69%

85 39% 52%

90 19% 31%

95 6% 13%

100 1% 3%

So, if you are a 65 year old woman, you stand a 52 percent chance of
living until at least age 85. The catch here is that life expectancy is only
an average. About half of seniors will live longer. Using these averages as
a guide may work for people who don’t live past their life expectancy,
but what about those who do? A safer bet is to assume your retirement
will last to age 90 or even 100.

Understanding Your Resources and How Best to Use Them 7



Think About Medical Costs
Medical care ranks high among retirees’ needs and expenses, so medical
insurance should be an important part of your financial plan. The
federal Medicare program covers almost all Americans who are over age
65 or severely disabled, but it falls well short of covering all of a retiree’s
health care expenses. To supplement Medicare, you may want to buy
private insurance, unless you’re lucky enough to be among a minority of
retirees with an employer-paid plan. Retirees under age 65 are usually
not eligible for Medicare, and so their medical insurance can be very
expensive. It’s difficult for retirees to plan far ahead for medical
insurance costs because health care costs are rising fast, and the Medicare
program is likely to change. Here are some issues to consider when
thinking through your medical costs in retirement:

m How will your (and your spouse’s) medical bills be paid?  

m Are you eligible for Medicare at age 65? 

m If you’re under 65, what temporary health coverage is available?  

m Will you have retiree health coverage or supplemental coverage on
top of Medicare?  If so, what are the premiums, and how are they
likely to change? 

Calculate Your Needs
You can’t know for sure how much of your savings you can afford to
spend each year without ever running out of money. This is because it’s
impossible to predict how long you’ll live, what will happen with
inflation and your investment performance, and what unexpected costs
you may have. Computer models based on economic experience can be
very helpful, but some are more reliable than others, and none of them
can predict the future. 

Many financial planners counsel retirees to plan on spending a certain
percent of assets the first year, and then raise the dollar amount a little
each year to allow for inflation. For example, retirees today can start out
spending four or five percent of their assets each year, with plans to
adjust spending later if conditions call for it.
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Other Considerations
You’ll have a lot of issues to think about when figuring out how much
money you may need for your retirement years, in addition to the issues
we’ve already touched on.

m How will you cover your normal living expenses including taxes?

m What are the needs of your spouse and other dependent family
members? Remember that your spouse may outlive you.

m How will you cope with ongoing inflation?  Living costs are likely to
rise year by year, and the effect over time can be very big. For
example, at a three percent annual rate of inflation, a dollar today
will be worth about 70 cents in 12 years.

m How can you handle potential emergencies, such as home or car
repairs, unexpected medical bills, or family emergencies? Can your
funds cover these?

m What if you’ll need long-term care, assistance at home, or special
housing? Costs for these needs may keep going up. Long-term care
insurance could cover part of these costs.

m Do you plan to provide an inheritance to your heirs, or contribute
to charity? How will you make sure you can do this?

m Can you fulfill your retirement dreams? For example, some people
like to travel extensively early in retirement and may choose to
withdraw large amounts early to do that.
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What’s Your Best Way to Take 
Money Out?
Making your money last a lifetime is no simple undertaking. But with
the proper organization and professional help, you can make it work. 

This section is focused primarily on the choices you have available to
receive your assets from a retirement account after you become eligible
to receive them without tax penalty (at age 591/2 in most cases). During
your working life when you are building your assets, there will be
opportunities to take the money out, such as at a job change when you
have the option to cash out your assets, roll them into a new employer’s
plan, or roll them into an IRA. You may also have access to hardship
withdrawals or loans from your defined contribution plans, and you can
take out IRA assets before retirement. Failing to hold onto your
retirement assets in your working years can have two major
consequences: first, you are making it harder on yourself to afford to
retire, and second, you are going to pay income taxes and penalties.
These consequences can be so significant that we urge you to keep your
retirement assets for retirement, and from here on in, the information
you read in this booklet presumes you will.

So what are your options for receiving your retirement money? Aside
from Social Security, for which your only decision is when to receive a
monthly payment for life, your other retirement assets typically come
with decisions on when and how to receive them. You can lock in a
regular monthly payment for life, or take a lump sum to manage on your
own, or use some combination of these two methods. Table 2 highlights
the distribution options based on the type of retirement plan you have.

Guaranteed Payments for Life
You will receive regular payments for life from Social Security, and you
could receive a similar type of benefit from other plans. A stream of
regular monthly payments for life comes from a product known as an
annuity. Depending on the type of annuity, your spouse could continue to
receive payments following your death, at least for a certain period of time.
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Types of Annuities 
Insurance companies sell several kinds of annuities, and the terminology
can be confusing. We will focus only on the kind of annuities that are
designed for retirees to receive income. These are sometimes called
immediate annuities, life annuities, or income annuities. These are
purchased with a lump sum of money at the time you want to begin
receiving a guaranteed stream of lifetime income. (In contrast, “deferred”
annuities are used to accumulate assets before you retire and won’t be
discussed here.)  Here are the kinds of annuities on the market today
that are designed for retirees to receive income:
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Table 2: Ways to Take Your Money Out of 
Tax-Deferred Retirement Plans

Defined Benefit Defined Contribution Plan
Pension (401(k)-type plans) IRA

1. Receive guaranteed 1. Leave your money in 1. Leave the money
benefits for life. the plan and withdraw in until you need to

funds over time. withdraw some for
expenses, and then 
take systematic 
withdrawals.

2. Receive a lump sum 2. Take a lump sum 2. Buy an annuity with
distribution, if available, distribution, invest it, all or part of your 
then invest and manage and withdraw funds money.
the money yourself. over time.

3. Rollover the money to 3. Buy an annuity with all 3. Cash out some or
an IRA (or part, if the plan all of the IRA, and 

allows) to provide spend and/or
guaranteed income for manage it yourself.
life.

4. Roll over the money to
an IRA and then make
choices about buying 
an annuity, investing, 
or spending some or 
all of the money.



m A life annuity usually pays you the same benefit each month for as
long as you live. If the annuity pays you $500 a month when you
retire, for example, then it will continue to pay you $500 a month
for the rest of your life. A few insurers sell annuities that have
automatic annual increases based on a formula or the rate of
inflation.

m A joint and survivor annuity is payable to you for life, and a
percentage of the annuity payment is continued to your surviving
spouse or beneficiary for the rest of his or her life. Under this
option, you will receive a lower benefit because the annuity has to
allow for continued benefits to your survivor. 

m A life annuity with payments guaranteed for a fixed period of time
provides you with income for the rest of your life; however, if you
die before receiving payments for a specified period of time, say five
or ten years, benefits will continue to be paid to your beneficiaries or
your estate for the rest of that period of time.

m A “pop-up” joint and survivor annuity, while not common, is available
from some insurers and from some pension plans. With this type of
annuity, the employee’s benefit payment would be restored to the
monthly amount of the life annuity after the spouse dies. In this case
the plan would pay a smaller initial monthly benefit than under the
typical joint and survivor annuity because it gives the employee the
added benefit of a “pop-up” to a higher monthly payment upon the
spouse’s death.

Example of a Joint and Survivor Annuity

Janet can retire at age 65. Under a life annuity, she would receive

$1,000 a month that would end when she dies. Janet’s husband John

is 67. She chooses to provide him with 50 percent of her benefit after

she dies. In this case, her plan will pay her $900 a month during her

lifetime. After her death, John will receive $450 a month for the rest

of his life. This is typically known as a 50 percent joint and survivor

annuity.
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Example of a Life Annuity With Payments
Guaranteed for Five Years

Alan is planning to retire at age 67. His standard benefit is $2,000 a

month payable in the form of a life annuity with payments guaran-

teed for five years. If Alan dies after two years, at age 69, his wife

Jackie will continue to receive benefit payments for another three

years. However, if Alan lives beyond the guaranteed five years—to

age 72 in this case, Jackie will not receive further benefit payments

when Alan dies.

Benefits from Defined Benefit Pension Plans
Defined benefit pensions are typically paid in monthly installments.
Each plan offers standard and optional ways for you to receive your
benefits. (As discussed in the first section, you can find this information
in your plan’s Summary Plan Description.) 

Purchasing Income Annuities on Your Own
You can buy an annuity with funds you receive from a defined
contribution retirement plan, an IRA, savings, or any other source. The
amount of income you will receive from an annuity is based on the
amount you pay the insurance company, the income option you choose,
current interest rates, your gender, and your age at the time you
purchase it. 

Some advisors suggest that you buy an annuity after you retire, between
about ages 70 and 80, if your prospects for a long life are still good. As
you get older, the rates will be more attractive and there will be less risk
to you of future inflation. Another option is to buy multiple annuities at
different times, to allow you to spread out both interest rate risk and the
payment of income taxes. 
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A New Annuity Protects Against Outliving 
Your Savings
Insurance companies have begun offering a new type of annuity that is
often referred to as “longevity insurance.” With this product, you pay a
single sum upfront, and benefits begin at an advanced age, such as 85.
With longevity insurance, retirees can be less concerned about spending
through their savings if they live far beyond what they expected. But it
must fit into a retiree’s total financial picture, so it should be considered
carefully. 

The Pros and Cons of Income Annuities
As with all aspects of retirement planning, the decision to purchase an
annuity involves many considerations. Here are some of the pros and
cons for you to think about: 

The Pros

m It guarantees income for life. The insurance company you buy an
annuity from (or your employer, as the case may be with a defined
benefit pension) takes on the investment risk, as well as the risk of
guaranteeing payments for life even if you live past 100. The
insurance company estimates how many people will live to age 80,
90, 100, etc., and calculates the premium based on their estimates.

m It gives you a form of security that traditional investments can’t.
Managing your own retirement savings without an annuity is
uncertain and requires substantial knowledge and attention.

m If you apply for Medicaid or other means-tested benefits, annuity
benefits (including those from defined benefit pension plans) may
not count as income in determining your eligibility. This varies by
state.  

m It is a good option if you are a retiree who is older, in good health,
and ready to transfer to an insurer the job of managing part of your
assets.

m If you buy an annuity using IRA or 401(k) funds, it has the
advantage of satisfying IRS rules for required distributions after
reaching age 701/2 (more on this later).
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The Cons

m With most annuities, your choice is final—you can’t decide to
change your mind once payments have begun. You give up control
of your money and lose the flexibility to take advantage of an
upswing in the stock market or to use the money for other purposes. 

m The price includes the insurer’s profit, marketing and administrative
costs. 

m If you are not in good health with at least a normal life expectancy,
the annuity will probably not end up providing you with a good
return for the cost.

m It doesn’t allow you to leave any of the money you pay for the
annuity to your heirs unless you pay an extra price so that the
annuity contract provides for additional payments after your death.

m Most annuities pay a fixed income that will lose purchasing power
with inflation, although a few annuities pay income that increases
over time to help cover rising prices. 

You normally shouldn’t convert all your retirement funds to an annuity,
but should keep some money available for unexpected expenses. If you
decide an annuity is right for you, take a look at some shopping tips in
the Appendix.

For more information on buying an annuity, see Making Your Money
Last for a Lifetime: What You Need to Know about Annuities, available
online at www.wiserwomen.org.

A Note about Social Security Benefits
As we stated earlier, you will receive your Social Security benefits in the
form of a monthly payment for life. However, you do have a decision to
make on when to begin receiving your benefits. 

Financial advisors have typically suggested a conventional strategy of
applying for Social Security benefits as soon as you retire. This strategy
did not focus on the value of survivor benefits and was a mistake for
many people. Also, Social Security benefit formulas now give bigger
increases than in the past to workers who wait to apply for benefits after
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normal retirement age. Today, some advisors suggest that married
workers wait a few years after retirement to apply for Social Security, and
first draw on their retirement savings from a defined contribution plan
or IRA for income during those years. This has two possible advantages.
First, by spending down retirement savings more rapidly, the couple may
be able to reduce income taxes payable on Social Security benefits later.
Second, by waiting to collect Social Security, the worker will get a
substantial benefit increase for each year payment is deferred before age
70, and this will increase the potential survivor benefit payable to the
worker’s spouse. Thus, a non-working spouse who outlives the working
spouse can gain substantial Social Security survivor protection. Before
adopting this strategy, couples should carefully review advantages and
disadvantages, taking into account their total finances, tax picture, and
anticipated longevity. 

Managing the Money
Yourself
Rather than taking your pension
plan money in the form of a steady
income stream in retirement—a
stream that usually isn’t intended to
keep pace with inflation, you could
choose to take a single lump sum, if
the option is available from your

plan. In this case, you probably would roll over the lump sum to an
IRA, using a direct rollover as explained on page 22. Before you
seriously consider taking your benefit in this form, ask yourself how
confident you feel that you can manage the money yourself. Remember
that your retirement assets are intended to provide you (and possibly
your survivors) with a source of income for life. 
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Lump Sums from Defined Benefit Pensions
You may be able to receive your defined benefit pension as a single lump-
sum payment. In such cases, you can direct your plan administrator to
roll the lump sum over to an IRA so you don’t pay current tax on the
distribution. Or you can use the money
immediately, in which case it will be subject to
federal tax and possibly state and local tax. 

When you take your benefit as a lump sum from
a defined benefit pension, the plan will calculate
the present value of your benefits and pay you
that amount. Be aware that a private pension plan
must abide by government rules and formulas in
calculating your lump sum, and must offer the
same amounts to men and women. In contrast,
an insurance company is competing with other
insurers and is free to set its annuity rates as it
wishes. Insurers know that people who buy an
income annuity usually expect to live a long time,
and that women tend to live longer than men.
You can look into this by comparing the amount
of annuity that the lump sum could purchase
from an insurance company against the annuity
amount available to you from the plan. There 
are several annuity calculators available on the
Internet; one that we find useful is
www.immediateannuities.com.

The amount of the lump sum payment from a
defined benefit pension is based in part on the
expected longevity of a person of your age and
gender (see Table 1 on p.7). If you have health
issues that may reduce your life expectancy,
consider taking the lump sum, rolling it into an
IRA, and investing it, or taking a form of 
annuity that will protect your spouse.
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Another reason to consider taking a lump sum from your defined
benefit pension plan is if you are concerned that the plan may not be
able to pay your full benefits in the future. A federal government agency,
the Pension Benefit Guaranty Corporation, insures defined benefit
pension plans. However, the highest earners may be affected by the
agency’s limit on what it will pay. For a pension plan that terminates in
2006, the maximum benefit from the agency for a life annuity is
$3,971.59 a month, and $3,574.43 for a joint and 50 percent survivor
annuity. These limits are reduced if the pension begins before age 65.

It pays to understand how taking a lump sum from your defined benefit
pension can affect other post-retirement benefits. Some employers
provide their retirees health insurance or other valuable benefits that are
only available to current retirees and their spouses collecting monthly
benefits and not to former employees who have taken a lump sum. These
plan provisions vary among employers, so make sure you find out the
facts. Understand, though, that an employer’s non-pension benefits are
not necessarily guaranteed forever. Employers can generally change
health insurance or similar retiree benefits.

Lump Sums from Defined Contribution Plans
If you choose to receive a lump sum distribution from your defined
contribution plan, you can roll the money into an IRA. From there, you
could manage the investment of funds yourself, use an investment
manager or mutual fund, purchase an immediate annuity, or use a
combination of these options. You can make several purchases of
annuities at different times to spread out interest rate risk and tax
payments.

You can also take a lump sum distribution from your defined
contribution plan instead of rolling over the money. You will generally
have to pay taxes on the full amount of the distribution. After that, you
can spend the funds whenever and however you wish, including setting
some or all of your money aside to buy an annuity later.

An option in some defined contribution plans is to leave your money in
the plan and receive the funds over time. This allows you to withdraw
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invested funds on a planned basis, for example at four or five percent a
year, or periodically as needed. You also can withdraw a large amount at
one time if needed.

Investing Your Savings
As a retiree, your investment mix should be
somewhat conservative, emphasizing fixed-
income securities such as bonds. But you could
still include a significant commitment to the
stock market if you have a solid base of ongoing
income and you can afford to accept the risks
along with the rewards. Be sure to think about
your total retirement resources as an integrated
portfolio when you plan your investments. To
protect against large losses, diversify your assets by
using various types of investments whose values
don’t all rise or fall together. It’s especially
dangerous to invest heavily in your employer’s
stock, risking the loss of both your job and your
nest egg, as some unfortunate individuals learned
the hard way in recent years.

When investing in the stock market, you should
spread your total investments among different
kinds of holdings, including small businesses and
overseas corporations, for example, to protect
against times when one sector may perform
poorly. You’ll need to review and rebalance your
investments at least every few years, recognizing
that your financial picture and investment
markets will change over time. 

Also, pay attention to the expenses associated with your investments. For
more information on this, see WISER’s fact sheet on Mutual Fund
Expenses at www.wiserwomen.org.
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Fixed Income Investments   
When managing your own retirement funds, avoid using only short-
term investments like certificates of deposit, Treasury bills and money
market funds. While these investments are unlikely to lose money and
will pay interest, they won’t likely keep up with inflation. Instead,
consider investing in longer-term investments that pay higher interest
rates. For example, you can buy shares of low-cost mutual funds that
give you convenient access to practically any kind of fixed-income
security. Mutual fund investments are spread across many securities,
allowing you to absorb losses if some perform poorly. 

Tax-free municipal bonds can be a good investment if you’re in a high
tax bracket. But avoid holding these in an IRA because you’ll earn less
interest than you could get from other investments and you’ll pay
unnecessary taxes when you take the money out.

Stock Investments
You have several options on how to invest in stocks. You can own
individual stocks or mutual funds. If you hold individual stocks, you
will need to keep close track of your holdings and the stock market. 

Mutual funds can use fund managers who try to pick stocks that will
outperform the market, or they can use index funds, which are set up to
mirror a diversified basket of securities (such as the S&P 500 Stock
Index). Index funds have grown in popularity because of their low
expenses and good investment performance. Investing in index funds is
a “cruise control” method that doesn’t require any skill in selecting
securities or timing the ups and downs of the market. Different kinds of
index funds now are available to let typical savers invest in various kinds
of stocks or bonds. 

Your Home as an Income Source
If you own your home, you can consider renting out part of it. Or you
can consider selling, moving to less expensive housing, and investing the
proceeds to help meet future expenses. You can also consider a reverse
mortgage to provide income and extra assets while staying in your
current home. A reverse mortgage is basically a reverse of the normal
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mortgage payment stream. Rather than making monthly payments to a
lender, you as the borrower receive monthly payments from the lender.
The amount of income from this kind of a product depends on the
equity in your home, its appraised value, the terms of the loan, and your
age and marital status. You need to be careful because reverse mortgages
sometimes have high closing costs and expense charges. 

Accounting for Taxes
As painful as it can be to think about taxes, it pays to know how you
can reduce them on the money from your tax-deferred retirement plans.
If you do it right, you will have that much more retirement income to
work with.  But don’t forget to figure income taxes into your post-
retirement budget.

Taxation of Defined Benefit and Defined
Contribution Plan Payments
Payments to you from a pension plan or a
defined contribution plan are taxed as ordinary
income if 1) you didn’t contribute to the plan, or,
2) you did contribute but your contributions
were made pre-tax (that is, you didn’t pay income
tax on the amounts that were set aside from your
gross pay). If you made after-tax contributions,
part of your payments will be tax-free because the
amounts will be treated as a return of
contributions that have already been taxed. 

Receiving employer stock from a defined
contribution plan gets a special tax break if you
meet certain rules. You will owe ordinary income tax on the original
value of the shares when you receive them. If you hold the shares for at
least 12 months after you receive them, however, you will owe capital
gains tax on the investment earnings above the original amount you paid
for the stock when you sell it. Since the capital gains tax is often lower
than ordinary income tax, holding onto the stock for a year after you
receive it can reduce the tax you pay.
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If you take your retirement money as a lump sum from your defined
benefit or defined contribution plan, you can defer taxes by making a
direct rollover to an IRA. Making a direct rollover is important. If you
take a lump sum instead of having the trustees make a direct rollover,
then the trustees must withhold 20 percent from the full amount, even
if you immediately put that lump sum into a rollover IRA. 

To preserve the tax-deferred status without a direct rollover, you would
have to deposit the full amount of the distribution into an IRA within
60 days, including an additional amount equal to the 20 percent that
was withheld. You would then receive the 20 percent tax withholding as
part of your tax refund, if you’re entitled to one, for the year of the 
distribution.

Taxation of IRA Distributions
All the money you take out of a traditional IRA to which you have
made tax-deductible contributions is taxed as ordinary income. If you
have a Roth IRA or other kind of non-deductible after-tax IRA, then
distributions, including investment returns, usually are not taxable. 

Distributions from an IRA you inherited can be paid out over your
lifetime. Tax treatment of an inherited IRA follows special rules that can
be important to you and other heirs. You may want to get help from a
tax advisor when receiving funds from an IRA that you inherit or when
filling out the form to name a beneficiary for your own IRA. 

Social Security Taxes
In some cases, depending on your income, part of your Social Security
benefit will be taxable. A single person will not pay taxes on Social
Security benefits if her income—including one half of her Social
Security benefits and income from any tax-free municipal bonds—is
under $25,000. The same applies generally to couples filing jointly to
the extent their income does not exceed $32,000. For more information,
see IRS Publication 915, “Social Security and Equivalent Railroad
Retirement Benefits,” available online at www.irs.gov.
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Taxation of Stocks and Bonds
Investment income on savings outside of retirement plans or IRAs is
taxable each year. Although tax law is always subject to change, currently
the income tax rates on dividends and capital gains from stocks you hold
are typically lower than the rates on ordinary income. If you invest in
both stocks and bonds, you may consider holding stocks outside of your
retirement plan or IRA for the tax benefit. 

Taxation of Other Savings
Because investment income on regular, non-tax-preferred savings is
usually taxable each year, financial advisors often suggest that you take
retirement income from regular savings first and let IRA or 401(k)-type
plan funds grow tax-preferred as long as possible.

Penalty Tax for Not Taking Your Money After Age 701/2

If you hold onto your retirement plan assets too long in the eyes of the
IRS, you will pay a heavy tax penalty. The “minimum required
distribution” rule requires you to begin annual withdrawals from a
defined contribution plan or a traditional IRA no later than the year in
which you reach age 701/2. (For the year in which
you attain age 701/2, you can actually defer
distributions until April 15 of the following year.)
The minimum amount is calculated from an IRS
table. The IRS charges a 50 percent tax on any
shortfall between what you have taken out of the
plan and the minimum required for a calendar
year. Financial institutions or plan administrators
usually will make the necessary information
available to you to avoid running afoul of these
rules. 

State and Local Tax
State and local income tax rates vary greatly, with
some states having no income tax and others having substantial tax
breaks for retirement income. You may even want to consider moving to
a place with favorable tax treatment of retirement income.
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Conclusion
It’s no secret that finding money to set aside to save for retirement can
be a big challenge. But once you do have money put away, you want to
learn how to make the most of it. This booklet is intended to help you

understand what you will need to
consider, and what the
implications of various decisions
could be.

You are among the first wave of
American workers to assume
primary responsibility for your
retirement income. Social
Security will be around, but the

form, timing of payments, and benefit amounts may change. Most
future retirees will not have lifetime income from traditional pension
plans. Individual saving, through 401(k)-type plans and IRAs, has taken
on monumental importance. The many decisions working savers face are
significant, but so are the opportunities to build enough assets to afford
a comfortable standard of living in retirement.

Be prepared by understanding your sources of retirement income and
the rules that apply to them, preserving your savings for retirement
rather than tapping into them earlier, staying aware of how tax law
changes might affect you, and keeping an eye out for new products that
may help you secure your income in retirement.

Retirement planning, from building enough assets to taking them out in
the best way possible for you, involves knowledge and action. You’re
doing the right thing by reading this and other publications that can
help you build the knowledge so you can take the appropriate actions to
ensure financial security during your retirement.
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Appendix
Checklist for Managing Your Savings 
in Retirement 
❏ Invest for income security and try to allow for your income to rise

with inflation.

❏ Provide enough annual income to pay your bills, while preserving a
rainy-day fund adequate to handle unusual or unexpected items.

❏ Adjust your living standards if your after-tax income will not be able
to meet your expenses.

❏ Plan how to manage all your financial resources together—Social
Security, pensions, and savings. If you have a solid base of ongoing
income, you can invest your savings more aggressively.

❏ Consider your home and other fixed assets as possible sources of
income to meet your living needs.

❏ Stay informed about tax issues affecting retirees. 

❏ Be sure to take minimum required distributions after age 701/2 from
an IRA or 401(k) account.

❏ Consider how to cope with risks such as longevity, inflation, and
lifestyle changes using available insurance and investment products.

❏ In the event of divorce, make sure you file for a qualified domestic
relations order to govern the division of pension assets, to avoid
risking unfavorable treatment under state law.

❏ Keep track of how your investments are doing, your changing needs
for income, how financial markets and products are changing, and
how income annuities might help you achieve your goals.

❏ Understand how to choose and use investment brokers and financial
planners.
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Annuity Shopping Tips
If you decide that purchasing an income annuity is right for you, here
are some tips when shopping for one:

m Compare options. Compare different options if you need both
lifetime retirement income and income for survivors or heirs, such as
a joint and survivor annuity, or an annuity that is guaranteed to
make payments for a minimum of five or 10 years. 

m Use a financially healthy insurer. You want a life insurance
company with a strong financial rating because an annuity is a long-
term arrangement. Several insurance company rating services
measure financial strength, and the Internet or your public library
can help you check rating information.

m Compare rates. Comparing rates among different insurers requires
little paperwork and no physical exam. The Internet has made
shopping for an annuity much easier. You want to get the annuity
with the best price from the strongest insurer, or come as close to
this ideal as you can.

m Know about state protection. Your state insurance department may
help clear up problems you might have with a specific company or
representative. Each state also has a guaranty fund to protect
individuals if an insurer becomes unable to pay benefits in full. Find
out how this fund would cover your annuity contract, including any
dollar limits that apply.
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